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Business activity is back to its 1953 peak. However, 
the pace of advance is beginning to slow—after one of 
the most rapid recoveries on record. 

As business moves into new high ground, gains in 
production will come harder. However, the recovery is 
broadening—it’s no longer dominated by autos and hous- 
ing. That augurs well for a continued, though moderate, 
improvement in economic activity for the year as a whole. 


Two opposing sets of forces promise to determine the 
course of general business activity in the months ahead: 


1) Some decline in the rate of auto production and in 
homebuilding seems probable; 

2) Increasing strength is developing in consumer mar- 
kets and in business capital investment. 


Trends in other areas of the economy should provide 
moderate support. Business is beginning to rebuild in- 
ventories. And the total of federal, state and local gov- 
ernment expenditures may rise a bit. 


But the major question is: Will a decline in autos 
and housing outweight the uptrends in consumer and 
plant and equipment markets? 


Auto sales are very high. The record to date would 
seem to validate forecasts that well in excess of six mil- 
lion new cars will be sold this year—substantially more 
than the 5.5 million last year. 

However, auto production is even higher—it has run 
at an annual rate of over 8 million so far this year. So 
assemblies promise to drop in the third quarter, the pe- 
riod of model change-overs. And the decline may be 
enough greater than the “normal seasonal” to drag the 
seasonally adjusted industrial production index down 
several points. 


Housing starts are up to a near record 1.4 million 
rate—well over twice the rate of family formation. 
A moderate decline is possible later this year (see pages 
4 and 5 of this issue). 


How heavy a drag are these two areas likely to 
place on the economy? Auto and housing now account 
for about $33 billion (9%) of the current $373 billion of 
total national output. (That ratio allows for the raw 
materials and parts used by the two industries. ) 

Present prospects are for a moderate decline in 
these areas during the second half, even after allow- 
ing for normal seasonal factors. In terms of total out- 
put, the drop-off should not be great, though the impact 
will be heavier on lines like steel, limber and tires. How- 
ever, even moderate declines in key sectors can set other 
forces in motion, if there are no offsetting areas of eco- 
nomic expansion. 


That leads to this question: How do the areas of 
strength in the economy weigh in as against autos and 
housing? Two recent surveys shed important light on 
consumer markets and business capital expenditures: 


e The annual survey of Consumer Finance, spon- 
sored by the Federal Reserve Board, points to a con- 
tinued, though moderate, rise in consumer expendi- 
tures. They're now at a $240 billion rate, or $7 billion 
above a year ago. The survey findings would be con- 
sistent with a further moderate rise. 


e The Commerce Department capital expenditure sur- 
vey points to a 6% advance in the rate of investment 
between the first quarter and the second half. Such 
an advance appears reasonable. 


Over the year as a whole, rising trends in these 
two areas should, if continued, more than outweigh 
the easing in autos and housing. 


On balance, then, 1955 promises to be a good, if not 
a record, year. The trend should be moderately up in 
the second quarter, down somewhat in the third quarter 
(but perhaps little more than seasonally), and up again 
moderately in the fourth. 

However, the present prospect is that output will fall 
somewhat short of the nation’s productive potential. 
So intense competition, rather than booming business, 
promises to be the main feature of the business scene. 
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The upturn in business activity is generating a rise 
in the demand for credit. Meantime, the shift in Federal 
Reserve policy away from last year’s “active ease” has 
tightened money markets. Thus, interest rates have risen 
—the average rate on long-term governments is up from 
2.47% to 2.71% since last summer; the yield on short-term 
governments has more than doubled; and the Federal 
Reserve Banks have raised the rediscount rate from 
14% to 1X2. 

By past standards, the tightening of credit and the rise 
in its cost have been moderate. Still, these trends pose 
an important question: Will the tightening continue? If 
it does the impact on general business activity could be 
substantial. Tighter credit would affect housing, con- 
sumer demand, business inventory policies and business 
capital investment. 


Trends in Credit Demand 


As a first step in assessing the credit situation, consider 
trends in the demand for capital and short-term funds. 
Over-all demand dropped a bit from 1953 to 1954—but 
the decline was almost all due to a sharp reduction in net 
federal borrowing from the public. 

Thus, one of the striking things about the 1953-54 re- 
cession was the very small decline in private credit de- 
mand. Declines did occur in certain lines—namely, busi- 
ness loans of banks, consumer credit and new issues of 
corporate securities. 
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On the other hand, mortgage debt rose $11.8 billion 
(about $2 billion more than in 1953). State and local 
debt increased by a record $4.7 billion. 


The sharp recovery in business activity in the past six 
months has already led to increased credit demands in 
the lines where borrowing sagged during most of 1954. 
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e Bank loans to business turned up in the fourth 
quarter of last year. With the trend up in business 
inventory buying and in plant and equipment, busi- 
ness should continue to need an increasing volume of 
funds from banks. 


e New consumer instalment credit has been granted 
running ahead of repayments since mid-1954. That's 
chiefly a result of the boom in auto sales. 


e Net new issues of corporate securities in the first 
quarter ran about 10% ahead of a year earlier. 


At the same time, there is no let-up in credit demands 
in other areas. The increase in mortgage debt is running 
at a rate almost $3 billion more (or 25%) than last year. 
The federal budget points to net cash borrowing needs 
that are likely to be greater than last year’s figure. 


Sources of Funds 


While savings were high last year, the banking system 
furnished a larger share of new funds than in 1953. The 
Federal Reserve Board’s policy of “active ease” supplied 
banks with cash reserves in excess of amounts needed 
to support loan requirements. That encouraged banks to 
expand their holdings of mortgages, municipals and Fed- 
eral Government securities. 

In the process, banks were able to absorb about $6 
billion of government securities, of which $2.83 billion 
came from insurance companies, savings banks and other 
investors. These investors, in turn, were able to acquire 
mortgages and corporate securities at a rate in excess of 
their current inflow of savings. 
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In this way, the policy of “active ease” helped make 
the 1953-54 recession one of the mildest on record. 
Plentiful supplies of capital funds and credit bolstered 
housing, public works and plant and equipment. 


Shift in Federal Reserve Policy 


The increase in general business activity towards the 
end of last year led to a change in Federal Reserve policy. 
The Open Market Committee’s policy statement of De- 
cember 7, 1954 reads: 


“. . . the developing economic situation did not war- 
rant continuing as active a program of supplying re- 
serves to the market as had been followed during the 
preceding year, although it (the Committee) did not 
feel that a policy of restraint was called for at the 
time.” 

The best single statistical measure of the degree of 
“ease” is the behavior of free reserves (the difference 
between excess reserves and member bank borrowings 
from Federal Reserve banks ). Last summer, free reserves 
averaged $700 million. Then they began to decline. In 
early April, free reserves were a negative quantity— 
borrowing from Federal Reserve banks (largely on the 
part of the large money market banks) exceeded excess 
reserves of other banks. 

The decline in free reserves went hand in hand with 
a rise in interest rates on 90-day Treasury bills. They 
hit a low of 0.616% in June 1954 (as against a peak of 
2.416% in June 1953). Since then, the general trend ot 
the bill rate has been upward. In recent weeks it broke 
through 1.50%. Soon thereafter the Federal Reserve 
Banks began the process of raising the rediscount rate 
from 14% to 1%%. 

Long-term rates also reflect the shift in the credit at- 
mosphere. The yield on Government 3x’s (1978-83) is up 
from 2.65% in mid-1954 to 2.82% now. Corporate Aaa 
bonds now yield 3.01% as against 2.87% in mid-1954. 
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in interest rates has not as yet meant any active restric- 
tion of credit. The question is whether the current trends 
will continue and lead to growing restraints on credit. 

The answer depends most importantly on what course 
the monetary authorities decide to take. In framing 
policy, they will undoubtedly be greatly influenced by 
two basic characteristics of the current situation. 


e The economy has not achieved full recovery. Un- 
employment stood at 2.8 million (seasonally adjusted ) 
in March. That’s 44% of the labor force as compared 
with a full recovery goal of about 3%. 


e The rate of increase in the use of credit in the stock 
market, in housing and in instalment loans calls for 
a note of caution. 


These two trends pose something of a dilemma. To 
support the rise in business activity, the Federal Reserve 
should supply reserves to the banking system so that the 
increasing needs for credit can be readily met. To pre- 
vent a possible over-expansion of credit in specific fields 
invites a policy of restraint. 

The precise path the monetary authorities will take 
between these two trends can’t be foreseen. Obviously, 
much will depend on the pace of advance in general busi- 
ness activity in the months ahead. However, so long as 
the economy is below full capacity and the price level 
remains stable, a policy of active restraint (like that in 
early 1953) seems most unlikely. 
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NEW HOUSING STARTS AND NATIONAL INCOME 
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HOUSING 


Are we in a housing boom that is headed for a break? 
That question is posed frequently these days. It is raised 
for two reasons: 


e Housing construction is running at a 1.4 million a 
year rate—well over twice the rate of family formation; 


e Mortgage debt has doubled in the past five years— 
and about 26% of home building is financed under low- 
down-payment or no-down-payment FHA or VA guar- 
anteed mortgages. 


From these facts alone, you might conclude that hous- 
ing is headed for a downturn. 

Actually, the factors bearing on housing are compli- 
cated and require careful review. When you examine all 
facets of the market, housing demand shows a surprising 
amount of basic strength. And, while the recent rapid 
rise in housing credit under extraordinarily easy terms is 
a source of concern, the over-all level of mortgage debt 
still is well within the economy's ability to carry it. 


Make-Up of Housing Demand 


Two of the main propelling forces behind the high 
level of housing demand in the post-war period have 
been losing strength recently: 


e The backlog of doubled-up families (two or more 
families living in the same quarters) has largely dis- 
appeared. Until recently, undoubling accounted for 
200,000 to 300,000 sales of new homes each year. 


e The annual increase in married couples—the back- 
bone of new housing demand—skidded from 1.1 million 
in 1948 to less than 600,000 currently. The baby 
shortage of the depressed 1930's means that a relatively 
small number of people are of marriageable age today. 
Thus, the annual increase in married couples promises 
to stay at less than 600,000 for the next few years. 


However, there are a number of offsetting factors at 
work. The number of single people setting up house- 
keeping on their own has reached a record level. More 
young people move away from home when they start to 
work. More old people can afford to maintain their own 
homes, with private pensions and social security. 

At least a quarter of all homes are now occupied by 
persons other than married couples. About 200,000 new 
homes are needed each year to provide housing for these 
people. This is in addition to the annual demand for 
600,000 from the net increase in married couples. 


Demand For Better Housing 


There is also a large market for better housing—that 
is, a replacement market. Here are three factors bearing 
on that market: 


e The post-war baby boom means that many homes 
are too small for growing families. Spending for addi- 
tions and alterations is rising briskly. And many 
families are seeking larger quarters. 


e An estimated 1.2 million families are moving to the 
suburbs each year. Suburbanization is creating a de- 
mand for better housing. It also means that growing 
vacancies in low-grade urban housing may have little 
impact on over-all demand. 


e Builders are turning out more attractive homes. 


Bigger Incomes 


However, the most important factor, and the most diffi- 
cult to measure, is the impact of rising income. Not only 
has income risen, but it has become more broadly dis- 
tributed. Thus, two-thirds of all families now earn more 
than $3,000 a year—in 1929 more than two-thirds of all 
families earned less than $3,000 (in 1953 prices). 

Lower income groups spend more on housing. Thus, 


grit 
i 
i 
i 
i 
i 
; 
; 
j 
j 
i 
i 
— 
4 
i 
i 
| 


the share of consumer spending on housing has increased 
from 9% of total consumption in 1929 to 11% today (after 
adjusting for price changes. ) 

Consequently, the potential of the replacement market 
is most impressive. If it can match other industries in 
doing an effective sales job, the homebuilding industry 
should be able to continue selling something on the order 
of 500,000 new homes a year in the replacement market. 

Add that to the demand from new families and single 
households and you see how it is possible for home- 
building to hold reasonably close to its current high level. 


The Role of Credit 


The striking changes in mortgage credit terms have 
played a key role in keeping homebuilding high. Indeed, 
credit terms are easier than ever before. Interest rates 
have fallen by more than a fourth since the 1920's. Mort- 
gage maturities have been greatly lengthened, amortiza- 
tion has been widely introduced, and down payments 
have been drastically reduced. With low down pay- 
ments, most employed persons can now afford to own 
their own homes. 

Easy credit provided the main impetus for the rise in 
homebuilding during 1954. The share of new housing 
starts under FHA or VA guarantees rose from 38% in 
1953 to 49% last year (the fourth quarter figure was 56%). 


e The number of VA mortgages made with no down 
payment rose from 1% of total housing starts in 1953 
to 8% in early 1955. 


e The number of new VA mortgages with maturities 
of 25-30 years rose from 5% of total starts in 1953 to 
10% in early 1955. 


The number of mortgages written under these very 
easy credit terms is still relatively small. But the rapid 
rate of increases in such mortgages suggests the need for 
caution in any future expansion. 
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Over-All Mortgage Burden 


Various measures of the burden of mortgage debt 
lead to the same conclusion—the absolute size is man- 
ageable but the rate of increase is a source of concern. 


e Payments on mortgage principal and interest are 
now 2.6% of disposable income as against 2.7% in 1939. 


e Only half of all home owners have mortgages, and 
only 4% of families owning homes spend more than 30% 
of their income servicing a mortgage and paying prop- 
erty taxes. 


e The owner's equity in his home is less than 20% in 
only 4% of all owner-occupied homes. In over-all terms 
the ratio of home-owners’ equity to the value of hous- 
ing is as high now as in the late 1930's or the 1920's. 


Yet, with all this, the rate of increase in mortgage debt 
is now up to $15 billion a year—a 50% increase over the 


rate in the past few years. That rate of increase will be 
difficult to sustain. 


Future Trends 


The current moderate tightening in credit markets is 
already reducing the attractiveness of FHA and VA 
mortgages to lenders—these mortgages are selling at small 
discounts. If the monetary authorities continue to keep 
credit less easy, the supply of funds seeking investment 
in FHA and VA mortgages may decline moderately later 
this year. That would lead to some decline in the rate 
of new housing starts. 

However, no collapse in housing seems imminent. 
Basic trends in housing demand show that the economy 
has the ability to support a very high level of home- 
building—a level close to recent high rates—in the im- 
mediate future. The problem is to make sure that home- 
building—and the credit required to support it—moves 
ahead on a sound and sustainable footing. 
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INDUSTRIAL RESEARCH 
AS PERCENT OF 
GROSS NATIONAL PRODUCT 


1920-24 25-29 30-34 35-39 40-44 45-49 
5 YR. AVERAGES 


BILL ton 
DOLLARS 


1920 


= 
ae 


The rapid growth in industrial research must be 
classed as one of the most significant economic develop- 
ments in recent years. Twenty years ago, business spent 
less than $100 million a year on research. Today it spends 
$2.5 billion and hires more than 250,000 research work- 
ers. Research is getting to be big business. 

Research accelerates the tempo of change in our econ- 
omy. Paradoxically, that points to a more stable economy 
as well as aneconomy witha higher growth rate. Research 
creates new opportunities to invest in cost-saving plant 
and equipment, contributing to high-level stability of 
business investment. 


Financing Research 


About 62% of all research today is financed by the 
Federal Government. Most of this research, of course, 
is in defense lines. Nearly 85% of all research in the air- 
craft industry, for example, is paid for by the Federal 
Government. 

Still, research for defense has had important by-prod- 
ucts for private sectors of the economy. Peace-time uses 
of new metals, electronics and nuclear developments 
have been growing rapidly, and may grow even faster. 

Privately-financed research is growing, too. It has 
tripled since 1941. And in the post-war period it has 
been growing 6% a year—faster than total output. 

Modern research involves a relatively large invest- 
ment. It requires expensive equipment (the average cost 
of research per research scientist is $22,000). And it 
often requires large groups of specialists working to- 
gether. In most scientific areas, the day of the lone wolf 
inventor is over. 

Thus, most research is done by large companies. 
Almost 70% of all research workers, for example, are 
hired by companies with more than 5,000 employees. 
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INDUSTRIAL RESEARCH 


In industries on the frontiers of technology (like air- 
craft, chemicals, electronics or nuclear development) 
research is clearly the key to growth. Both research 
expenditures and the rate of industrial advance are 
greatest in these lines. 

In established areas (like food and textiles) research 
cannot be expected to produce such striking results. But 
research is developing new cost-cutting machines and 
methods and helping to improve existing products. 

Research, of course, is no magic panacea—it is not 
always profitable. But high research expenditures are 
strongly associated with rapid growth. And so’ the rising 
trend of research speaks well for growth in the future. 

Thus, industrial research has introduced a new element 
into our economy. As one observer has put it: Research 
is our secret weapon on the economic front. 
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GROWTH: EAST VS. WEST 


In terms of total output, the Western powers are 4% 
times larger than the Soviet Bloc (excluding Red China). 
But, in terms of rate of growth since 1948, the Soviet 
Bloc has an edge—its output has been rising about 5.8% 
per year as compared to 4.5% for the West. 


The dramatic post-war upsurge of the Soviet Bloc is 
of real concern to the West. Our vast superiority on the 
economic front is one of our greatest advantages in the 
cold war. Thus, any narrowing of the gap has an obvious 
bearing on the security of the Free World. Moreover, 
the growth rate of the Soviet Bloc has made a profound 
impression on peoples around the world, particularly 
those in relatively underdeveloped nations. 

Consequently, it’s important to consider this question: 
Can the Soviet economy maintain the relatively rapid 
growth achieved in the past? 


Slippery Statistics 


Before attempting to assemble the available evidence 
bearing on that question, a word of caution on statistics 
is in order. Soviet statistics are notoriously (if not de- 
liberately ) inadequate. 

Thus, precise figures should be treated with caution. 
But the general conclusion that the Soviet rate of eco- 
nomic growth, in terms of total output, has exceeded 
that of the West (except during World War II) seems 
to be well-founded. However, the Soviet economy is 
over-balanced in the direction of heavy industry. 


Mainsprings of Soviet Growth 


What explains the rapid economic growth of the Soviet 
economy? Three influential factors are: 


e A very high rate of investment—half of total output 
goes into investment and government expenditures as 
against about one-third in the West. Thus, the Soviet 
Bloc has put more of its resources into building up 
industrial capacity. 

e An extraordinary rate of population growth—which 
is expected to continue. Estimates are that between 
now and 1970 Soviet population should grow at least 
20% as against a 15% increase in the West. (Today's 
figures: 304 million behind the Iron Curtain versus 493 
million in the West. ) 


e Exploitation by the Soviet of technology of the West 
—by drawing down this knowledge the Soviet Bloc has 
been able to grow faster than the West could in the 
early stages of its industrial development. But this 
stimulus can’t last indefinitely. 

In the period ahead, however, the Soviet Bloc faces 
serious economic bottlenecks. Most serious of all is the 
fact that Soviet growth has placed a heavy squeeze on 
consumers and farmers. 

In the Western world, economic growth is translated 
into rising living standards for consumers. Consumption 
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per person in the U.S. is up 50% since 1938. 

In the Soviet world, consumers are no better off today 
than in 1938 (and probably no better off than in 1928). 
Moreover, per capita consumption in Russia is less than 
one-fourth that in the U.S. 

It becomes progressively difficult for an economy to 
operate at forced draft. Thus, the Soviet may well be 
forced to devote more resources to making consumer 
goods, leaving less for investment. That should slow the 
rate of Soviet growth. 

Agriculture may well be the most intractable problem. 
Farm output is up less than 10% since 1940 (versus a 
50% gain in the U.S.). A rapid rise in food output is 
needed to raise living standards and permit the shift of 
workers from farms to industry. 

Yet farm output continues to lag. This is probably 
the most conspicuous failure of the Soviet economy. And 
there is as yet no evidence that the Soviets are on the 
road to solving their farm problem. 


Challenge to the West 


Soviet presents a strong challenge to the West. 
The West faces problems of its own in maintaining its 
present rate of economic growth. But they do not appear 
to be as formidable as those facing the Soviet Bloc. 

In the long run, therefore, the West should be able 
to hold its own on the economic front. That’s important 
—both for world peace and in terms of demonstrating the 
superiority of Free World institutions in providing a 
better and fuller life for all its citizens. 
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When a bank moves in, every- 
body benefits. Here’s what it 
means to you. 


To thrive, a community must have a 
market place, schools, places of wor- 
ship, roads, utilities and all the many 
other institutions and services essen- 
tial to health and welfare. To get most 
of these it must have a ready source 
of available money. That’s where the 
bank comes in. 


Putting Money to Work 
Bank loans made possible by the 


Now watch the community’s money go to work! 


community’s deposits and invest- 
ments help finance the butcher, 
baker and candlestick maker. Banks 
advance mortgage money for new- 
comers, help old settlers to expand, 
and assist in obtaining the funds 
needed for schools, highways and 
other public improvements. 

Most important of all, they put the 
community’s money to work Jocally. 

That means a great deal because 
wherever money works men and 
women work, too. In the community 
—or the entire nation if you will— 
this results in better living and a 
wider opportunity for all. 


14,000 Banks at Work 


More than 14,000 commercial banks 
across the country are busy making 
money work. They help to make 
money move more safely, swiftly and 
economically into a stream of pay- 
ments that gives life to business in 
every community. 

The Chase Manhattan Bank, 
which serves as New York corre- 
spondent for more than 3,900 U. S. 
banks, is proud to be a part of the 
American banking system. 

The Chase Manhattan Bank 
HEAD OFFICE: 18 Pine Street, New York 15 
(Member Federal Deposit Insurance Corporation) 
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